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P, for Federal tax reporting purposes, clained a
California franchi se tax deduction for 1989.
Subsequently, P clained the 1989 deduction for an
earlier year and was successful in that claimin prior
litigation before this Court. For purposes of these
cases, P clains entitlenent to franchi se tax deductions
for 1989 in the anount originally deducted for 1990.

In Iike manner, P clains the franchi se tax deductions
originally clainmed for 1993, 1992, and 1991 are now
deducti ble for the preceding years of 1992, 1991, and
1990, respectively. R contends that sec. 461(d),

| . R C., proscribes such deductions because they are
based on 1972 California legislation that provided for
the acceleration of the accrual date for said taxes. P
contends that sec. 461(d), |I.R C., does not proscribe
its franchi se tax deductions so long as California s
1972 legislation does not result in a double franchise
tax deduction for 1989 and/or |ater years.
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P, a discount stock brokerage, purchased all of
the stock of a smaller discount stock brokerage and
el ected to allocate the purchase price anongst the
assets of the acquired brokerage. P valued the
custonmer accounts acquired in the stock purchase and
anortized them R contends that P's acquired di scount
br oker age custoner accounts are not anortizabl e because
of differences fromthe custoners/subscribers for which
the Supreme Court permtted anortization in Newark
Morning Ledger Co. v. United States, 507 U. S. 546, 566
(1993). R further contends that P has overval ued the
custonmer accounts and that, in sonme instances, the
useful lives of the accounts may not be determ nabl e.

Hel d: Sec. 461(d), I.R C, interpreted--P is not
entitled to accelerate California franchise tax
deductions for the years under consideration.

Hel d, further, P s discount brokerage custoner
accounts may be anortized and are not necessarily
di stingui shable fromthe subscri ber accounts consi dered
in Newark Mrning Ledger Co.

Hel d, further, P has shown the val ue and usef ul
life of the acquired customer accounts and is entitled
to anortize them

denn A. Smith, Erin M Collins, Laurence J. Bardoff, and

Patricia J. Galvin, for petitioner.

Rebecca T. Hill, for respondent.

GERBER, Judge: Respondent, in these consolidated cases,!?

determ ned deficiencies in petitioner’s? 1989, 1990, 1991, and

! These cases have been consolidated for purposes of trial,
briefing, and opinion. Docket No. 16903-98 pertains to
petitioner’s 1989, 1990, and 1991 tax years, and docket No.
18095-98 pertains to petitioner’s 1992 tax year.

2 The use of “petitioner” relates to the three entities that
make up the consolidated group
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1992 income taxes of $2,245,332, $2,797,349, $3,101, 526, and
$827, 683, respectively. By neans of amended answers, respondent
asserts increased inconme tax deficiencies of $2,644, 782,
$2, 906, 015, $3, 210,191, and $936, 349 for petitioner’s tax years
1989, 1990, 1991, and 1992, respectively.® The issues presented
for our consideration are: (1) Wiether section 461(d)*
proscri bes certain California franchi se tax deductions petitioner
clains; (2) whether petitioner’s acquired discount stock
br okerage custoner accounts may be anortized; (3) if the custoner
accounts may be anortized, whether petitioner has established
their fair market value; (4) whether petitioner has shown the
“useful lives” of certain customer accounts for purposes of
anortization; and (5) alternatively, if petitioner is

unsuccessful regarding issues (2), (3), and (4), whether

2 In the anended answers, respondent asserted increased
deficiencies attributable to the franchise tax issue and the
anortization of intangibles. For 1989, respondent nmade no
determ nation with respect to the franchise tax deduction
petitioner clainmed. After the notice of deficiency was issued,
petitioner was successful in claimng the amount originally
claimed in 1989 in its short year ended Dec. 31, 1988.

Accordi ngly, respondent asserts an increased deficiency to
account for petitioner’s change in position. As to the
anortization of intangibles, respondent originally determ ned
that petitioner was entitled to some anortization. Respondent
changed his position in the anended answer, denying petitioner
any anortization and asserting increased deficiencies.

4 Section references are to the Internal Revenue Code in
effect for the periods under consideration. Rule references are
to the Tax Court Rules of Practice and Procedure.



- 4 -
petitioner is entitled to an abandonnent | oss equal to the val ue
of the acquired intangi bles it abandoned after the business
acqui sition.

FI NDI NGS OF FACT®

Petitioner conprises three corporations that file
consol i dated Federal corporate incone tax returns. The group
consists of the Charles Schwab Corp., a Delaware corporation, its
first-tier subsidiary, Schwab Hol dings, Inc., a Del aware
corporation, and its second-tier operating subsidiary, Charles
Schwab & Co., Inc., a California corporation. At the tine of the
filing of the petitions in these consolidated cases, petitioner’s
principal office was in San Francisco, California.

Petitioner provides discount securities brokerage and
related financial services, primarily to individuals, throughout
the United States and is a nmenber of all nmgjor U S securities
exchanges. During the years under consideration, the principal
service petitioner provided was to execute trade orders to
facilitate sal es and purchases of stock and securities on behalf
of custoners. Petitioner’s business strategy was to serve self-
directed custoners who either did not require research,

i nvestment advice, or portfolio managenent or did not desire to

> The parties’ stipulations of fact are incorporated by this
reference. Over the period from March 2000 t hrough Cctober 2002,
the parties entered into six stipulations of fact with exhibits,
all of which have been received into evidence.
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pay hi gher conmm ssions to cover the costs of those services. For
Federal incone tax purposes, petitioner reports inconme and
deducti ons under the accrual nethod of accounting and has adopted
the “recurring itemexception” under section 461(h)(3).

On February 9, 1987, petitioner qualified to do business in
California and on April 1, 1987, began operations. Petitioner
used a cal endar year for California franchise tax purposes.
Petitioner’s first tax year for Federal incone tax purposes ended
on March 31, 1988. 1In its second and successive years,
petitioner’s tax year for Federal inconme tax purposes was changed
to the cal endar year

Petitioner’'s California franchise tax liabilities were
originally deducted on its Federal corporate incone tax returns

in the foll ow ng manner:

California

California I ncone Franchi se
Conput ati onal Tax Base Federal Tax Year Tax Liability

1987 cal endar year FYE 3/31/88 $879, 500
1988 cal endar year 1989 cal endar year 932, 979
1989 cal endar year 1990 cal endar year 1, 806, 588
1990 cal endar year 1991 cal endar year 2,066, 547
1991 cal endar year 1992 cal endar year 3,778,547
1992 cal endar year 1993 cal endar year 5,578,718

Petitioner, on its Federal corporate income tax return for the
short (9-nonth) year ended Decenber 31, 1988, did not claima

California franchi se tax deducti on.
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In Charl es Schwab Corp. & Includable Subs. v. Comm Ssi oner,

107 T.C. 282 (1996) (Schwab 1), affd. on another issue 161 F. 3d
1231 (9th Cir. 1998), cert. denied 528 U.S. 822 (1999),

petitioner clainmed that the $932,979 originally deducted on its
1989 cal endar year return was deductible for its short year ended
Decenber 31, 1988. This Court held that petitioner was entitled
to deduct the $932,979 for its short year ended Decenber 31,

1988. [1d. That holding left petitioner unable to deduct the
$932,979 for its calendar year 1989, as it had on its original
1989 corporate return. For purposes of this Federal tax
l[itigation, petitioner now clains to be entitled to deduct
California franchise tax liabilities for the sane taxable period
for which the franchise tax was calculated; i.e., the year prior
to the year for which petitioner originally deducted the
California franchise tax on its Federal tax returns. The
foll ow ng schedule reflects the years and anounts for which
petitioner originally claimed California franchi se tax
deductions, and the years and anmounts for which petitioner clains

deductions for purposes of this litigation:

Anpunt s
Taxabl e Year Oiginally d ai ned Now Cl ai med
1989 $932, 979 $1, 806, 588
1990 1, 806, 588 2, 066, 547
1991 2, 066, 547 3,778, 547
1992 3,778, 547 5,578, 718

1993 5,578,718 N A
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By m d-1988, petitioner’s long-term plan included the
strategic objective of increasing its market share by various
means, including the acquisition of other discount brokerages.
On March 31, 1989, petitioner purchased all of the shares of
stock in Rose & Co. Investnent Brokers, Inc. (Rose), from Chase
Manhattan Corp. (Chase). Petitioner paid $34,122,661 cash at a
time when Rose’s liabilities total ed $146,279,570. In addition,
petitioner’s capitalized acquisition fees for the acquisition of
t he Rose stock were $974,638. Accordingly, petitioner’s
“Modi fi ed Aggregate Deened Sales Price” (MADSP), as defined in
section 1.338(h)(10)-1T(f), Tenporary Incone Tax Regs., 51 Fed.
Reg. 745 (Jan. 8, 1986) (in effect for 1989), was $181, 376, 869
(%34, 122,661 + $146, 279,570 + $974,638 = $181, 376, 869).
Petitioner also paid $3 nmillion for an agreenent not to conpete
from Chase.

Chri stopher V. Dodds was a key enpl oyee of petitioner who
was responsi ble for evaluation and inplenentation of corporate
acqui sitions and investnent opportunities. M. Dodds was
i ndi vidual ly responsible for the quantitative and qualitative
eval uation that was used as the basis for petitioner’s
acquisition of Rose. M. Dodds prepared a report, “Project
Col ors”, which he presented to petitioner’s board of directors.

In addition to preparing the report, M. Dodds was one of the two
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i ndi vi dual s who represented petitioner’s interests in the
negotiations with Chase in the course of petitioner’s acquisition
of Rose.

Al t hough petitioner’s primary interest and goal was to
purchase the Rose custoner accounts, Chase was willing to sel
the custonmer accounts only along with the rest of Rose’'s assets.
At the tinme of the acquisition, petitioner was the predom nant
di scount broker in the financial services industry with a 42.4-
percent market share on the basis of total comm ssions for the
period January through Septenber 1988. The next | argest di scount
broker was Fidelity with a 17.8-percent market share. Rose was
the fifth | argest discount broker with a 2. 8-percent market
share.

The Rose custoners were generally equity and option traders
Wi th characteristics very simlar to those of petitioner’s
custoners. Rose used five categories to classify its custoners:
Cash, cash managenent, margin, pension, and institutional.
Petitioner used only three categories of custoner classification:
Cash, margin, and pension. Petitioner did not generally have
institutional custonmers. Rose’s institutional custoners
represented a relatively snmall portion of Rose’'s custoner base,

in both actual nunbers and the anobunt of revenue generated.S?

6 For purposes of these cases and because Rose’s
institutional custonmers were not significant in nunber, it
(continued. . .)
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Petitioner maintained offices in all but one of the markets where
Rose’s custoners were |ocated. Petitioner, to sone extent,
provi ded nore services to its custonmers than did Rose.
Corresponding to the |l evel of services, the fees charged to
Rose’s custoners were 8-13 percent |ess than those charged to
petitioner’s custoners. Cenerally, Rose’s custonmers were nore
active traders than petitioner’s custoners. There were sone
additional, but less significant, differences in the custoner
bases, and petitioner believed that it generally offered nore to
its custoners than Rose offered to its customers. Petitioner’s
anal ysis focused on the value of Rose’ s custoner accounts and the
inconme that could be derived fromthem On the basis of the
anal ysis perfornmed by M. Dodds and others, petitioner concluded
that custoners acquired from Rose would likely assimlate and be
retai ned as custoners of petitioner.

During June 1990, Deloitte & Touche (Deloitte) submtted an
apprai sal of the fair market val ues of the Rose assets to
petitioner. Petitioner used the Deloitte appraisal to allocate

its MADSP to the Rose assets. On the basis of the Deloitte

5(...continued)
appears that each party has nerged the Rose’s institutiona
custoners into another category. Essentially, the parties’
positions are based on three major categories of custoner
accounts for petitioner and four major categories for respondent.
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apprai sal, petitioner allocated approximtely $12,587,000 to the
Rose custonmer accounts it acquired through the stock purchase
from Chase.

Deloitte’ s $12,587,000 val ue for the Rose accounts for

section 338 tax basis purposes conprised the foll ow ng:

Cust oner Accounts Amount
Cash brokerage $4, 014
Mar gi n br oker age 6, 522
Pensi on 2,051

Total custonmer accounts 12, 587

In valuing the Rose accounts, Deloitte conpared Rose’s custoner
account categories with those of petitioner and determned, with
one exception, that both conpanies used simlar categories to
differentiate their custoners. |In addition to cash, margin, and
pensi on accounts, Rose also had a category for “Institutional”
custoners.

Deloitte’s first step was to anal yze Rose’s annual (12-
mont h) income for each of the four types of accounts for the
peri od ended March 31, 1989. Next, the useful lives of the
accounts were determ ned on the basis of petitioner’s actual
experience. Petitioner’s data was used because Rose’ s data was
not available and it was expected that petitioner’s data woul d be
nore accurate since the Rose custoners were to be part of

petitioner’s business environnent.
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Wth respect to the cash and margin accounts, Deloitte
performed an actuarial study of petitioner’s conparabl e account
activity. Deloitte devel oped a survival curve reflecting the
rate of retirenment and the age of the assets. The start and
term nation dates for each account in existence from 1975 to 1989
were reviewed. On the basis of that analysis, it was determ ned
that cash and margi n custoner accounts had useful |ives of 4 and
6 years, respectively.

Rose’ s total revenues from cash and nmargin accounts were
determ ned to be $6, 183,294 and $6, 765, 276, respectively.
Adj ustnments were then made to account for petitioner’s revenue
growh in the formof a 12-percent increase over each 4-year
period. Thereafter pretax earnings were derived by applying the
pretax profit margins petitioner used in its evaluation of the
Rose business entity. A 34-percent Federal tax rate was applied
to derive an after-tax income stream Then the present val ue of
the i ncone streamwas determ ned by applying a 16-percent
di scount. Using that nethodol ogy, the fair market val ues of
Rose’ s cash and margi n custonmer accounts were determ ned to be
$4, 130, 000 and $6, 711, 000, respectively.

Usi ng the sane net hodol ogy as used for the cash and margin
accounts, Deloitte determned that the useful life of the pension
custoner accounts was 14.66 years (rounded to 15) with a fair

mar ket val ue of $2,110,000. The total fair market val ue of the
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acqui red Rose custoner accounts was $12, 951, 000, which was
adjusted to $12,587,000 as an allocation of tax basis under
section 338.

Deloitte allocated the value of Rose’ s institutional
custoners, which represented a small portion of Rose’s total
custoners (in actual nunbers and revenue), between the intangible
assets denom nated “Chase Vendor Agreenents” and “Chase Priority
Mar ket i ng Access Agreenent”. The vendor and marketing agreenents
were val ued at $592, 000 and $690, 000, respectively, and were
assigned a tax basis of $575,000 and $671, 000, respectively.

On April 30, 1989, Rose was nerged into petitioner, and by
June 30, 1989, petitioner had wi thdrawn Rose’s trade nanme from
use. By that sane tinme, petitioner had closed all Rose’s offices
and sold Rose’s furniture and fixtures. Approximtely 25 of the
107 Rose enpl oyees continued their enployment with petitioner,
and the others either refused offers or were term nated after the
acqui sition. Fornmer Rose brokers who stayed on with petitioner
were required to service any retai ned Rose custoners under
petitioner’s service policies. For exanple, it was Rose s policy
to have a specific broker service a particular custoner, whereas
under petitioner’s approach, custoner representatives did not
typically have specific customers.

In determning the price to offer or pay for Rose,

petitioner used conparabl e sales and di scounted cashfl ow
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met hodol ogies. U timtely, however, the focus was on the worth
of Rose’s revenue stream and cashflow. In determning
petitioner’s operating costs to be attributed to the revenues
generated by the acquired Rose accounts, petitioner used a

nmet hodol ogy whi ch was denom nated the “five years to fully

| oaded” approach. Under that approach, revenues fromthe newy
acqui red Rose accounts were not considered to bear the cost of
any of petitioner’s operating expenses for the period i medi ately
follow ng acquisition and then to increasingly bear petitioner’s
operating costs to a level of parity after 5 years (when the Rose
accounts becone “fully |loaded”). At the tine of the Rose
acquisition, petitioner’s “fully | oaded” profit margin was 21
percent, which included consideration of petitioner’s
depreciation of fixed assets.

M. Dodds determ ned that there were both positive and
negati ve synergies in connection with the acquisition of Rose.
The positive synergy was consi dered the account base or revenue
streamthat could be coupled with petitioner’s excess capacity to
service custoners in its brokerage business. Petitioner expected
to strengthen its market presence in its role as the |argest
di scount broker and to increase its geographical narketplace
activity in Chicago and New York. Because petitioner had excess
custoner capacity, it did not have to acquire Rose’s

infrastructure. Accordingly, the negative synergy consisted of
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the cost of severing Rose enployees and term nating | eases, and
cl osing down and |iquidating unneeded Rose infrastructure. On
the basis of internal judgnent and experience, petitioner
determned that 5 years was a suitable period for the Rose
custoners to be absorbed into petitioner and to bear the overhead
burdens in parity with petitioner’s existing accounts at the tine
of acquisition.

OPI NI ON

California Franchi se Tax

This issue arises in connection with the parties’

di sagreenent concerning the application and interpretation of
section 461(d) and section 1.461-1(d)(1), Inconme Tax Regs.
Section 461(d) was enacted to proscribe the acceleration of State
and | ocal tax deductions due to State or |ocal |egislation
enacted after 1960. Utimtely, this is a matter of timng and a
question of for which year(s) petitioner is entitled to deduct
California franchise tax.

Petitioner’s position is that section 461(d) was enacted to
prevent situations where taxpayers m ght receive two franchise
tax deductions in the sanme taxable year. The post-1960
California legislation in question does not, in petitioner’s
factual circunstances, cause nore than one deduction in any year

under consideration. Conversely, respondent’s position is that
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section 461(d) is not so limted inits application and that it
proscri bes any accel eration of the accrual of State tax produced
by post-1960 | egi sl ation.

Under respondent’s interpretation, petitioner would not be
entitled to a franchise tax deduction for its 1989 cal endar
year.’ Respondent contends that the fact that petitioner does
not receive a 1989 franchi se tax deduction is due to uni que
factual circunmstances surroundi ng petitioner’s 1989 reporting
year. Conversely, petitioner’s interpretation of section 461(d),
if correct, would result in franchise tax deductions greater than
those originally clained, including those for petitioner’s 1989
tax return.

Section 164(a) generally provides for the deduction of
qualified State and |local taxes in the year paid or accrued. The
California franchise tax is a type of tax that would normally be
deducti bl e under section 164(a). The application of section 164

was nodi fied during 1960 by the enactnent of section 461(d),

" Petitioner’s original reporting position for 1989 was to
claima $932,979 deduction for California franchise tax and no
deduction for its short taxable year ended Dec. 31, 1988. In
Charl es Schwab Corp. & Includable Subs. v. Comm ssioner, 107 T.C.
282 (1996) (Schwab 1), affd. on another issue 161 F.3d 1231 (9th
Cir. 1998), cert. denied 528 U S. 822 (1999), it was decided that
petitioner was entitled to deduct the $932,979 in its short
t axabl e year ended Dec. 31, 1988, leaving the 1989 year with no
deduction for California franchise tax. Petitioner then clained
t hat $1, 806,588, originally deducted for 1990, should be
deductible for 1989. In turn, respondent anended the answer in
response to petitioner’s change fromits reporting position.
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whi ch proscribes the accrual of State tax attributable to post-
1960 State |legislation that woul d accel erate the accrual of such
tax. Section 461(d) (1) provides:

In the case of a taxpayer whose taxable incone is

conput ed under an accrual nethod of accounting, to the

extent that the time for accruing taxes is earlier than
it would be but for any action of any taxing

jurisdiction taken after Decenber 31, 1960, then, under

regul ati ons prescribed by the Secretary, such taxes

shall be treated as accruing at the tine they would

have accrued but for such action by such taxing

jurisdiction.

Petitioner contends that section 461(d) was intended to
prevent a taxpayer fromdeducting two State tax liabilities in
any 1 Federal taxable year. Going a step further, petitioner
contends that it is entitled to an accel erated deduction for
State tax, so long as it does not becone entitled to nore than

one California franchise tax deduction for any Federal taxable

reporting year. Petitioner’s position, in great part, appears to

be sourced in the following |legislative history that provides
sone of the bases for enactnent of section 461(d):

it isto be noted that the rule of law that a tax
l[tability is accruable on a certain date such as the
assessnment or |ien date has devel oped over a |ong
period of years through court decisions and is a basic
concept which the Internal Revenue Service has

recogni zed in nunerous rulings. Several States in
recent years have changed this accrual date from
January 1 to [the preceding] Decenber 31 in order to
provi de an extra accrual date for State taxes. This
anendnent [adding sec. 461(d)], which would be
effective for years after 1960 [the year of enactnent]
and thus put the States and taxpayers on proper notice,
woul d change the law to provide for only one accrual
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for State taxes in any one taxable year where the State

| egi sl ature has changed the accrual date, and would

thus elimnate the additional deduction avail abl e under

existing law. * * *

Conf. Rept. 2213, 86th Cong., 2d Sess. (1960), 1960-2 C. B. 902,
905.

The operation of section 461(d) is illustrated by section
1.461-1(d)(3), Exanple (1), Inconme Tax Regs. In that exanple,
the tax assessnent (and therefore accrual) date was July 1 each
year, and in 1961 the State changed the law to nove the
assessnment date fromJuly 1, 1962, to Decenber 31, 1961. But for
section 461(d), taxpayers, under the accrual nethod of
accounting, would have been entitled to accrue and deduct, for
the Federal tax year 1962, the State tax assessed on both July 1,
1962 (for the 1961 State tax year), and Decenber 31, 1962 (for
the 1962 State tax year), because of the change in the | aw

To better understand the factual context in which this
controversy arises, we nust consider the events that occurred
before petitioner’s 1989 tax year (the first taxable year we
consider). The 2 years immedi ately preceding 1989 were the

subj ect of a controversy before this Court and addressed in an

Qpinion. See Charles Schwab Corp. & Includable Subs. v.

Comm ssioner, 107 T.C 282 (1996). That case invol ved
petitioner’s first years of operation in California and its

initial experience wwth the California franchise tax.
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Petitioner conmmenced business in California during 1987 and
for its Federal tax year ended March 31, 1988, deducted $879, 500
for California franchise tax paid on its 1987 California
franchi se tax income. That deduction was based on a January 1,
1988, accrual date. Respondent did not question that deduction.
| nstead, the controversy in Schwab | concerned whet her petitioner
was entitled to a $932,979 franchise tax deduction for its short
(9-nmont h) Federal tax year ended Decenber 31, 1988.°8

In that case, respondent argued that petitioner was not
entitled to the $932,979 franchise tax deduction for its short
1988 cal endar year because the 1972 anendnents in California | aw
(1972 anendnents) resulted in a proscribed accel eration of the
accrual under section 461(d)(1). |In particular, respondent
argued that the 1972 anmendnents, which changed the accrual date
fromJanuary 1 to the precedi ng Decenber 31, caused the section
461(d) (1) proscription to apply. Under respondent’s argunent
petitioner woul d not have been entitled to claimthe $932, 979

franchi se tax deduction until its cal endar year ended Decenber

8 Petitioner, for purposes of reporting Federal tax,
converted froma Mar. 31 fiscal year to a Dec. 31 cal endar year
during 1988 so that its cal endar year ended Dec. 31, 1988, was a
short year consisting of 9 nonths. Petitioner had not deducted
the $932,979 on its Federal return for the short year ended Dec.
31, 1988. Instead, it had deducted that amount on its 1989
Federal return. 1In Schwab |, petitioner changed fromits
reporting position and clainmed the $932,979 for the short Federal
tax year ended Dec. 31, 1988, |eaving the 1989 Federal year
wi t hout a deduction for California franchise tax.
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31, 1989. The Court in Schwab I, however, held that the accrual
for petitioner’s short year ended Decenmber 31, 1988, was not

affected by the 1972 anmendnents. Charles Schwab Corp. &

| ncl udabl e Subs. v. Conm ssioner, supra at 300.

In holding that petitioner was entitled to the $932, 979
franchi se tax deduction for its short year ended Decenber 31,
1988, the Court in Schwab | reasoned that the California
franchise tax law, as it existed before the 1972 anendnents,
woul d have permitted petitioner to accrue the $932,979 franchise
tax deduction as of Decenber 31, 1988. |d. at 298-300.
Accordingly, the Court in Schwab | did not have to deci de whet her
section 461(d)(1) applied or whether it was triggered by
California s 1972 amendnents.

In these cases, we consider petitioner’s entitlenment to
deductions of California franchise tax for 1989 and | ater years.
As in Schwab I, respondent contends here that the 1972 anmendnents
trigger the application of section 461(d)(1). Under respondent’s
position, petitioner would be limted to the accrual of franchise
tax on the January 1 date as provided for in the pre-1972

California franchise tax statute.®

® Under respondent’s interpretation, petitioner would not be
entitled to deduct the 1989 franchise tax until 1990, |leaving a
gap in the 1989 year due to the holding in Schwab I.
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Petitioner contends that it may use the Decenber 31 accrual
date resulting in a deduction for its 1989 Federal tax year
because section 461(d)(1) was intended to address situations only
where a post-1960 change in State franchise tax | aw woul d result
in a double deduction in 1 tax year. Because petitioner was
permtted to deduct the 1988 short year California franchise tax
for its 1988 Federal tax year, the acceleration (caused by the
1972 amendnents) of the 1989 franchise tax to petitioner’s 1989
Federal tax year does not result in two deductions in any one
t axabl e period. To understand why the 1972 anmendnents do not
result in nore than one deduction in any of petitioner’s tax
years, we must review California s franchise tax regine.

California s first Bank and Corporation Franchise Tax Act
(pronmul gated in 1929) levied a tax “for the privilege of doing
business in the state during a given year, which year of

privilege is designated the ‘taxable year.”” Central Inv. Corp

v. Comm ssioner, 9 T.C 128, 131 (1947), affd. per curiam 167

F.2d 1000 (9th Cr. 1948); Filoli, Inc. v. Johnson, 51 P.2d 1093,

1094 (Cal. 1935); see also Cal. Rev. & Tax. Code sec. 23151(a)
(West 1992). Under the successor to that statute, the franchise
tax was payable for the “taxable year” as neasured by the net

i ncone earned by a corporate taxpayer during the preceding year,
which is referred to as the “incone year”. Cal. Rev. & Tax. Code

secs. 23041(a), 23042(a) (West 1992). The only statutorily
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expressed exception to this approach concerns corporations with a
tax year beginning or ending during the taxable year.

CGenerally, and before the 1972 anendnents, a corporation
beginning its first full taxable year in California paid
franchi se tax based on the net incone for the first taxable year.
In the next and successive years (second year and |ater) the
corporation’s franchise tax liability was based on the incone
year (first or preceding year). Cal. Rev. & Tax. Code sec. 23222
(West 1992).

When a corporation’s first operational year is |less than 12
months, California’ s franchise tax treatnent is different. The
di fference occurs with respect to the second operational year.

For the first year the corporation is required to file a
franchise tax return within 2-1/2 nonths fromthe end of the
first short year. 1In effect, this tax is a prepaynent of the tax
for the second year. For the second year, the corporation would
again file a return within 2-1/2 nonths fromthe end of the
second year and pay tax based on its second year’s net incone.
Because of the prepaynent based on the first short year, the
corporation is entitled to a credit against the second year’s
franchise tax liability. In that type of situation, beginning in
the third year, the franchise tax obligation woul d be based on
the incone year (second year or first conplete year in this

exanple) and so on. See id. sec. 23222(a).
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Before the 1972 anendnent, California franchise tax for the
i ncone year generally accrued on the first day of the taxable

year. Charles Schwab Corp. & Includable Subs. v. Conm ssioner,

107 T.C. at 297. Although the pre-1972 California franchise tax
was neasured by the preceding year’s net incone, it has been held
that it did not accrue until the taxable (or next) year. Central

Inv. Corp. v. Conm ssioner, supra at 132-133.

In Schwab | the Court explained that the 1972 anmendnents
were enacted to cause dissolving or withdraw ng corporations to
be covered by the franchise tax.® |In effect, however, the 1972
amendnent s changed the accrual date for all California franchise
taxpayers from January 1 of the taxable year to Decenber 31 of
the incone year (preceding year).

The above-described rul es addressing the franchise tax
l[iability for a corporation’s first year (but less than a ful
year) of operation are the rules that this Court addressed in
Schwab |. Because petitioner’s second year!! franchi se tax was
based on the second year’s net income under pre-1972 California

| aw, the assessnent or accrual, in effect, occurred on Decenber

10 The probl em appears to be that a corporation that was
di ssolved or term nated before the Jan. 1 assessnent date could
avoi d paying the franchise tax for its final year. To renedy
this problem the assessnent date was noved back to Dec. 31 of
the incone year (neasuring year).

11 The second year for California franchise tax purposes is
petitioner’s first conplete year of activity in California
(1988) .
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31, 1988. Charles Schwab Corp. & |Includable Subs. v.

Conmi ssi oner, supra at 297; Epoch Food Serv., Inc. V.

Comm ssioner, 72 T.C. 1051, 1053 (1979). Accordingly, the Court

in Schwab | found that the 1988 California franchi se tax was
assessed and accruabl e on Decenber 31, 1988, on the basis of
California | aw before the 1972 anmendnents. Because of that
hol di ng, there was no need for the Court to deci de whet her
section 461(d) and the underlying regul ati ons proscribed any
accel eration caused by the 1972 anendnents. 12

Petitioner argues that section 461(d) was not intended to
result in circunstances in which a taxpayer is not entitled to
deduct any State tax in a particular year. Mre particularly,
petitioner contends that the sole intent for enactnent of section
461(d) was to prohibit acceleration of the accrual attributable
to post-1960 State |legislation that results in doubl e deductions.
On the other hand, respondent argues that section 461(d) and the
regul ati ons are unanbiguous and a literal reading would result in
no accrual or deduction of California franchise tax in
petitioner’s 1989 year because it was deducted for petitioner’s

short year ended Decenber 31, 1988, and no additional deduction

12 Because of this Court’s holding in Schwab |, petitioner
received two California franchise tax deductions in connection
with the 1988 cal endar year: One for its year ended Mar. 31,
1988 (conmputed on the basis of the 1987 California “incone
year”), and one for its short year ended Dec. 31, 1988 (conputed
on the basis of the 1988 California “incone year”).
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woul d have been avail abl e under the pre-1972 California franchise
tax regi ne. Respondent also points out that pre-1972 California
| aw, not the 1972 anendnents, permtted petitioner a deduction
for its 1988 short Federal tax year. It was that chain of events
that caused a gap in petitioner’s annual accrual of California
franchise tax. W agree with respondent.

Section 461(d) explicitly addresses the type of |egislation
enacted by California in the formof the 1972 anmendnents to its

franchi se tax | aw. Epoch Food Serv., Inc v. Conmmi Ssioner, supra

at 1054. The effect of the 1972 anendnents was to accel erate the
accrual of franchise tax to an earlier tax year. |If a
corporation was fully operational in California for years prior
to the 1972 anmendnents, but for section 461(d), that corporation
woul d have been entitled to two franchise tax accruals in the
first effective year of the 1972 anmendnents. Petitioner’s

i di osyncratic circunstances occurred because of the convergence
of its 1987 short year and the Decenber 31, 1988, accrual of its
1988 short Federal tax year. Those unique circunstances do not
support different treatnent for petitioner than would be afforded
to other California corporate franchi se taxpayers for the taxable
years follow ng petitioner’s unique initial circunmstances for

1987-89. There is nothing in section 461(d) or the underlying



- 25 -
| egi sl ative history that provides for such a result or otherw se
suggests that a taxpayer is guaranteed a tax accrual in every
t axabl e year.

One mght be tenpted to comm serate with petitioner about
what appears to be an anomal ous result (i.e., no franchise tax
deduction is allowable for 1989). That result, however, is due
to the confluence and application of the California franchise tax
| aws and section 461(d). From anot her perspective, however,
petitioner could be considered fortunate to have avoi ded the
proscription of section 461(d) with respect to its 1988 franchi se
tax deduction as decided in Schwab I. It was that turn of events
that resulted in a break in the tax accounting pattern and caused
the result that no franchise tax deduction was avail able for
1989.

Section 461(d) may have been intended to avoi d doubl e
deductions of taxes due to post-1960 State |egislation that
accelerated their accrual date. The articul ated nmechani sm used
to effect that policy, however, prohibits a corporation from
“accruing taxes * * * earlier than it would [have] but for any
action of any taxing jurisdiction taken after Decenber 31, 1960".
That | anguage unanbi guously enbraces the California franchi se tax
for petitioner’s 1989 tax year (its second conplete year) which
under pre-1972 California | aw would not accrue until January 1,

1990, and woul d be based on the 1989 “incone year”. W find that



- 26 -
t he | anguage of section 461(d) contains no anbiguity or anonaly,

and we therefore apply it according to its terns. United States

v. Ron Pair Enters, Inc., 489 U S. 235, 241 (1989); Burke v.

Comm ssioner, 105 T.C 41, 59 (1995). Accordingly, petitioner is

not entitled to the claimed California franchi se tax deduction
for its 1989 tax year

Petitioner clainmed California franchi se tax deductions for
t he years under consideration on the basis of the pre-1972
California franchise tax rules (i.e., January 1 accrual for
franchise tax for the incone year (year before the taxable
year)). On the basis of petitioner’s argunent that section
461(d) did not apply because doubl e deducti ons were not being
taken, petitioner sought increased franchise tax deductions from
those originally clained on its returns. The increase results
fromtreating Decenber 31 as the accrual date instead of the
succeedi ng January 1, which was the accrual date under the pre-
1972 California franchise tax statute. Because we have deci ded
that section 461(d) proscribes a taxpayer’s use of the 1972
amendnents to accelerate the accrual of California franchise tax,
petitioner’s claimfor increased franchise tax deductions nust

fail for all years before the Court.



. Rose |ssue

A. Backgr ound

Petitioner acquired the outstandi ng shares of the stock of
Rose, a discount stock brokerage, from Chase. An election was
made to treat the acquisition as one of assets and to apply the
rul es under section 338 to assign the acquisition price to the
acquired assets. In the anended answer, respondent asserted that

petitioner may not anortize the custoner accounts it acquired in

the Rose acquisition. |If the custoner accounts may be anorti zed,
we nust al so decide the val ues and useful lives of those
accounts.

The purchase of all of the outstanding shares of Rose’s
stock from Chase took place on March 31, 1989. Petitioner had no
interest in Rose’s business nanme or infrastructure. Rose was
financially troubled, and its liabilities were substantial in
relation to the value of its fixed assets. Rose’'s liabilities
(%146, 279,570), in a relative sense, approached the amount of its
short-term assets ($165,472,000), which consisted mainly of
recei vabl es.

Petitioner, a brokerage based on the Wst Coast, sought to
acquire Rose’s custoner base in order to expand petitioner’s
presence in the Chicago and New York markets where Rose’s
operations were centered. Petitioner had existing capacity to

service nore custoners and sought to increase its own revenues by
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the acquisition of Rose’'s custonmer base. Because Chase woul d not
sell Rose’s custoner base separate from Rose’ s ot her assets,
petitioner purchased Rose’s stock and di scarded the Rose nanme and
infrastructure to gain access to Rose’s custoner base. 1In line
wth its goals, a short tinme after the acquisition, petitioner
enpl oyed a small nunber of Rose’s enpl oyees, abandoned the Rose
name, and jettisoned all infrastructure assets other than Rose’s
custonmer accounts, which petitioner then integrated into the
Schwab custoner base.

Petitioner elected, under section 338(g) and (h)(10), to
treat the transaction as a purchase of Rose’s assets. Section
338 permts one corporation to acquire the stock of another
corporation and to elect to treat the transaction as a purchase
of the acquired corporation’s assets, with the benefit of a
st epped-up basis in the acquired assets.!® Under the regul ations
in effect for 1989, the allocation of the stock purchase price to
the acquired assets involved the cal cul ati on of the MADSP, which
in this case was $181, 376,869. See sec. 1.338(h)(10)-1T(f),
Tenporary I ncone Tax Regs., 51 Fed. Reg. 745 (Jan. 8, 1986). The
MADSP is then allocated, in a statutorily prescribed order, to
certain defined categories of tangible assets. The allocation to

a particular asset nmay not exceed the fair nmarket val ue of the

13 Sec. 338 was a codification of the holding in Kinbell-
Dianond MIling Co. v. Comm ssioner, 14 T.C. 74 (1950), affd. per
curiam 187 F.2d 718 (5th Cr. 1951).
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asset. Once the allocations have been nmade to the vari ous
categories of tangi ble assets, the renai nder of the MADSP, if

any, is then allocated to certain intangible assets, other than

goodwi I I. Finally, any remaining portion of the MADSP is
residually allocated to goodwiIl, a nonanortizabl e intangible
asset .

Just after the 1989 Rose acquisition, Deloitte prepared an
apprai sal of the fair market values of the Rose assets. After
cal cul ating the $181, 376, 869 MADSP and al | ocati ng amobunts to the
tangi bl e assets, Deloitte allocated a $12,587,000 value to the
Rose custonmer accounts petitioner acquired by purchase of Rose’s
stock from Chase. The $181, 376, 869 MADSP conpri sed petitioner’s
cash paynent ($34, 122,661), petitioner’s assunption of Rose's
liabilities ($146,279,570), and petitioner’s acquisition costs
($974, 638).

B. Are the Acquired Rose D scount Brokerage Custoner
Accounts Anortizabl e?

Section 167 provides for depreciation of property used in a
trade or business or held for the production of inconme. Section
1.167(a)-3, Incone Tax Regs., interprets section 167 with respect
to the depreciation of intangible assets in the follow ng manner:

| f an intangi ble asset is known from experience or
other factors to be of use in the business or in the
production of incone for only a limted period, the
| ength of which can be estimated with reasonabl e
accuracy, such an intangi ble asset may be the subject
of a depreciation allowance. * * * No all owance wll be



- 30 -

permtted nerely because, in the unsupported opinion of
t he taxpayer, the intangible asset has a |imted useful
life. No deduction for depreciation is allowable with
respect to goodwi I|. * * *

As we explained in Fed. Hone Loan Mortgage Corp. V.

Comm ssioner, 121 T.C 254, 258-259 (2003):

For an intangi ble asset to be anortizabl e under section
167(a), the taxpayer nust prove with reasonable
accuracy that the asset is used in the trade or

busi ness or held for the production of incone and has a
val ue that wastes over an ascertainable period of tine.
Newar k Morning Ledger Co. v. United States, 507 U. S
546, 566 (1993); EMR Corp. v. Conmm ssioner, 110 T.C
402, 430 (1998). The taxpayer mnust prove that the

i ntangi ble asset has a limted useful life, the
duration of which can be ascertained wth reasonable
accuracy, and the asset has an ascertainabl e val ue
separate and distinct fromgoodw Il and goi ng-concern
value. S. Bancorporation, Inc. v. Conm ssioner, 847
F.2d 131, 136-137 (4th Gr. 1988), affg. T.C. Meno.
1986-601. * * *

Respondent admits on brief that custoner accounts are one
type of intangible asset for which anortization may be avail abl e
under section 167. Respondent, however, focusing on the sem nal

hol ding in Newark Morning Ledger Co. v. United States, 507 U.S.

546, 566 (1993) (Newark), argues that custoner accounts of
brokers differ from newspaper subscriptions in ways which would
make the Newark hol ding i napplicable to the facts of these
cases.* |f the acquired custoner accounts are found to be

anortizabl e, respondent argues in the alternative that petitioner

4 1n Newark Morning Ledger Co. v. United States, 507 U.S.
546, 566 (1993) (Newark), the Suprene Court held that an acquired
list of newspaper subscribers had a separate value and a limted
useful life and was therefore anortizabl e.
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has not shown or established the values or the useful |ives of
the Rose intangibles in question. Conversely, petitioner
contends that it has shown the separate val ues and useful |ives
of the custoner accounts and that respondent has m sinterpreted
the hol ding in Newark.

I n essence, respondent’s argunent is that brokerage custoner
accounts differ to such an extent that they do not fall within
the factual context of the Supreme Court’s holding in NewarKk.
Accordi ngly, we begin our analysis by considering the holding in
Newar k. That case involved the question of whether an acquired
list of newspaper subscribers could be anortized. |In connection
with a nmerger, the taxpayer allocated $67.8 mllion of the
acqui sition cost to an intangible asset consisting of a |ist of
460, 000 identified newspaper subscribers. Each of the
subscri bers was descri bed as bei ng under an agreenent for regular
delivery of the paper in return for paynent of a periodic
subscription price. The $67.8 million allocation was based on
the taxpayer’s estimate of future profits to be derived fromthe

identified subscribers.
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In Newark, ® the Governnent’s principal argunent was that
the intangi ble asset (list of paying subscribers) was
i ndi stingui shable fromgoodwi || and hence not anortizable. The
Suprene Court noted that the Governnent’s argunment was based on
the prem se that goodwi || was not anortizable because it has “no

determ nate useful life of specific duration.” Newark Morning

Ledger Co. v. United States, supra at 564-565. The Suprenme Court

further noted that the Governnent’s justification for denying the
anortization of goodw || evaporates “when the taxpayer
denonstrates that the asset in question wastes over an

ascertainable period of tinme”, as it did in Newark. [d. at 565.

In holding that a customer list could be established as a
depreci abl e asset and thereby distinguished fromgoodw ||, the
Suprenme Court observed that the burden of doing so m ght be
substantial. [d. at 566-567. On the basis of the Suprenme

Court’s observation, respondent contends that the burden of proof

15 Before the holding in Newark Morning Ledger Co. v. United
States, supra, the Governnent had generally taken the position,
as a matter of law, that many intangibles were part of goodw II.
I n Newark, the Suprenme Court identified several custoner-based
i nt angi bl es whi ch had been the subject of prior controversy,

i ncluding “custoner |ists, insurance expirations, subscriber
lists, bank deposits, cleaning service accounts, drugstore
prescription files, and any other identifiable asset the val ue of
whi ch obvi ously depends on the continued and vol untary patronage
of custoners.” |1d. at 557. The Suprene Court did not |ist

br oker age accounts as one of the intangi bles that had been in
controversy; however, respondent has agreed that they “appear to
be in the category of identifiable assets whose val ue depends on
conti nued patronage of custoners.”
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is great and will often be “too great to bear.” |d. at 566. To
t hat end, respondent argues that newspaper subscribers agree to
pay a flat rate, whereas brokerage custoners do not pay unl ess
they trade, and whether they trade is not predictable. Finally,
respondent argues that the comm ssion paid by traders (brokerage
custoners) is not fixed but variable. Those differences,
respondent argues, nake petitioner’s burden so great that, on
this record, it could not show and has not shown entitlenent to
depreciation of the custoner |ist acquired from Rose.

Petitioner counters that respondent’s argunent is flawed
because brokerage custoners are identified individuals who
mai nt ai n an established business relationship with the brokerage.
Petitioner also points out that newspaper subscribers do not pay
i n advance, are not indebted to the newspaper, and may term nate
the delivery agreenent by sinple notification. By contrast, nmany
br oker age customers have cash and securities on deposit with the
broker, and those who purchase on margin have a debtor-creditor
relationship with the broker. In addition, termnation of a
brokerage rel ationship requires both the custoner and the broker
to take certain specified actions prescribed by Federal and State
securities conm ssions. Respondent al so argues that revenues
from brokerage custoners are variabl e and dependent on market
forces, whereas revenue from newspaper subscribers is relatively

fixed. Paradoxically, respondent’s expert’s prediction of incone
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fromthe Rose custoner accounts, based on Rose’s inconme and
petitioner’s custoner data, was exceptionally accurate, show ng
that the inconme was readily predictable.

Petitioner has shown that the acquired and acquiring
br okerages had essentially the same di scount approach to busi ness
and that Rose’s custoners and petitioner’s custoners were
categorized and treated simlarly. Petitioner has al so shown
that it was able to separate the Rose custoner accounts fromthe
Rose infrastructure and that the Rose nane and operational know
how were conpl etely abandoned. Therefore, the custonmer accounts
have been shown to be an expl oitable asset distinct fromthe
generalized unbrella of “goodwi | |” that nmay have existed in the
Rose busi ness and nane.

In the setting we consider here, the brokerage custoner
accounts are valued according to their potential to generate a
future inconme stream and petitioner has shown that they are
distinct fromgoodw Il and have a limted useful life. See,

e.g., CGtizens & S. Corp. v. Comm ssioner, 91 T.C. 463, 500

(1988). In particular, the brokerage custoner accounts were the
only asset of value acquired from Rose, and nost of the renaining
assets acquired from Rose, including the “Rose” nanme, were
abandoned. Accordingly, and as discussed later in this Opinion,
petitioner has shown that the customer accounts can be val ued and

that they waste “over an ascertainable period of tinme”. Newark
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Morning Ledger Co. v. United States, 507 U. S. at 566. W agree

with petitioner that brokerage custoners are not, per se,

di stingui shabl e from newspaper subscribers in any way that woul d
make the circunstances we consider here distinguishable from

t hose in Newark.

C. The Value and Useful Life of the Intangibles Petitioner

Acqui red
1. | n Gener al

Havi ng deci ded that the Rose custonmer accounts are
anortizabl e under section 167, we now turn to the question of the
val ues or anmpunts that are subject to anortization and the usefu
lives of the assets. On these points the parties have relied on
expert w tnesses to provide opinion evidence based on the factual
record. GCenerally, the parties’ experts used simlar methodol ogy
to arrive at the values of the Rose custoner accounts. The
experts attenpted to conpute the net revenue streamthat
petitioner could expect fromthe Rose custoner accounts. Both
used petitioner’s data of custoner performance in petitioner’s
busi ness?® and applied the Rose revenues that were generated in

the year before the acquisition.

16 Respondent argues, however, that Rose’s experience would
be preferable and that petitioner’s experience was used because
Rose’ s experience was not avail abl e.
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Petitioner relies on J. Henry Knoblick of Deloitte, who had
prepared the 1990 val uation anal ysis of goodwi || petitioner
relied on to make all ocations of the $181, 376, 869 MADSP
Respondent relies upon Lee B. Shepard of Houl i han Lokey Howard &
Zukin, who prepared a report 10 years later (on May 2, 2000) in
anticipation of this litigation. Each report contains an opinion
regarding the March 31, 1989, values of Rose’'s assets and the
useful lives, if any, of Rose s custoner accounts. Both of the
expert’s reports contain values wth respect to the Rose custoner
accounts; however, respondent’s expert concluded that the useful
Iives of pension accounts could not be determ ned and,
accordingly, those accounts would not be anortizable.
Conversely, on the basis of petitioner’s experiences with each
type of discount brokerage custoner, M. Knoblick arrived at a
useful life for each category of custonmer account acquired by
petitioner.

The follow ng chart conpares the variations in the experts’

opinions as to the fair market val ues!” and useful lives to be

7 1n the conparative chart, petitioner’s values are
real l ocated fromthe $181, 376, 869 Mdifi ed Aggregate Deened Sal es
Price (MADSP) under the sec. 338 election. Petitioner’s val ues
and resulting allocations did not result in any residual anount
of goodwill. On the other hand, respondent’s expert’s fair
mar ket values, if found to be correct, would represent the
maxi mum anount that petitioner would be able to allocate under
sec. 338. Because the values respondent reached are
approximately $35 million |less than the $181, 376, 869 MADSP, the
result under respondent’s approach would be $35 nmillion in

(continued. . .)
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assigned to the intangibles, including the custonmer accounts that

were acquired from Rose:

Respondent’ s Life Petitioner’s Life
Account Expert’s Val ue Year s Expert’s Value Years

Cash $610, 000 5.0 $4, 014, 000 4
Cash managenent 830, 000 10. 3 1 1
Mar gi n 500, 000 4.3 6, 522, 000 6
Pensi on 410, 000 2 2,051, 000 15
Vendor agreenents 50, 000 5.0 575, 000 5
Mar ket i ng 250, 000 3.0 671, 000 3

agreenent s
Exchange seats 750, 000 2 661, 000 2
Tr ademar k 600, 000 2 8 8
Sof t war e 775, 000 5.0 3 3

Tot al 4,775, 000 14, 494, 000

! Respondent’s expert separated the cash accounts into cash
and cash managenent accounts to conport with Rose’'s business
approach. However, petitioner’s expert retained petitioner’s
cl assifications, which had no separate breakout for “Cash
managenment” accounts.

2 Respondent’s expert opined that the useful lives of these
i ntangi bl e assets could not be determ ned.

3 Petitioner’s expert did not value or assign lives to these
i ntangi bles on the prem se that they had no val ue and, as
evidenced in the record, petitioner discarded or abandoned them

Respondent’ s expert val ued Rose’ s tangi ble and intangible
assets (other than goodwill) at $146, 280,000 on March 31, 1989,
whereas petitioner’s expert’s value was $181, 837, 000.
Petitioner's fair market value was close to the $181, 376, 869
MADSP t hat petitioner allocated to its acquired assets, |eaving

no residual anount of “goodwi||l”. Respondent’s expert’s val ue of

(... continued)
goodwi I | . For purposes of conparison, this chart reflects the
spread between the parties’ and their experts’ positions.
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$146, 280,000 results in a residual of approximately $35 mllion,
whi ch woul d be classified as goodwi || and therefore be
unanorti zabl e.

Concerning the intangi ble asset valuation, a difference of
approximately $10 mllion exists between respondent’s expert’s
val ue of $4, 775,000 and petitioner’s expert’s val ue of
$14, 494, 000. A substantial portion of that difference is
attributable to the experts’ valuations of the custoner accounts.
Respondent’ s expert val ued the aggregate of the custonmer accounts
at $2, 350, 000, whereas petitioner’s expert’s val ue was
$12,587,000. Accordingly, in our consideration of the value of
the intangi bles, our primary focus is upon the acquired custoner
accounts.

2. Valuation of Custoner Accounts

Under a section 338 election, the cost of the Rose shares
allocated to an individual asset may not exceed the fair market
val ue of the asset. Respondent contends that petitioner’s expert
did not use the standard for fair market value set forth in
section 1.170A-1(c)(2), Incone Tax Regs., and section 20.2031-
1(b), Estate Tax Regs., to wit: The price at which the property
woul d change hands between a willing buyer and a wlling seller,

nei t her bei ng under any conpul sion to buy or sell and both having
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reasonabl e knowl edge of relevant facts.!® That standard assunes
a hypot hetical buyer and seller so as to enploy an objective
standard that would avoid “the uncertainties that would otherw se
be inherent if valuation nethods attenpted to account for the

[idiosyncracies of the particular seller or buyer]”. Propstra v.

United States, 680 F.2d 1248, 1252 (9th Gr. 1982).

Respondent contends that petitioner’s approach to value is
not objective and does not take into account the hypotheti cal
buyer and seller standard set forth in the regul ations.
Continuing in that vein, respondent contends that petitioner’s
expert failed to take into account the intangibles, such as
goodwi I |, and nerely focused on the potential for an incone
stream from Rose’ s custoner accounts.

Respondent’s wooden reliance on the definition!® of fair
mar ket value in section 1.170A-1(c)(2), Inconme Tax Regs., and
section 20.2031-1(b), Estate Tax Regs., m sses the point.
Respondent ignores the fact that there was an actual purchase of

Rose by a willing buyer who was not under any conpul sion to buy--

8 W& note that respondent nmade the same argunent with
respect to petitioner’s use of its own experience wth respect to
the useful lives of the acquired Rose accounts. Qur comment with
respect to the issue of value apply equally to both argunents.

19 Sec. 338 contains no reference to that definition and
provides no definition for purposes of the allocation of stock
purchase price to acquired assets. |In addition, sec. 338 pernmts
taxpayers to allocate a portion of the acquisition cost to each
asset in an anount that does not exceed the fair nmarket val ue of
t he asset.
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petitioner. That buyer (petitioner) determ ned the anount it was
willing to pay for Rose on the basis of the realities and
pressure of the marketplace and its objective analysis of the
value residing in the assets or operations of Rose. As the
record reflects, petitioner was one of only a few potential or
possi bl e buyers who woul d be able to use Rose’s principal asset
of value--its custoners. Under the circunstances of these cases,
Rose’s custoner base was the essence of its total value. The
rest of its assets, including the intangibles, were w thout
value. After the acquisition of Rose, petitioner did not attenpt
to sell the “Rose” nane or know how. Petitioner abandoned those
assets and aspects of the Rose business sinply because they had
no value to petitioner or anyone el se.

Respondent woul d have us carry the hypothetical standard to
an academ c | evel where the realities of the marketplace are
ignored. A “hypothetical sale should not be constructed in a

vacuum i sol ated fromthe actual facts”. Estate of Andrews v.

Commi ssioner, 79 T.C 938, 956 (1982); see also Estate of True V.

Conmi ssioner, T.C. Menp. 2001-167; Luce v. United States, 4 d.

Ct. 212, 220-221 (1983). In Caracci v. Conm ssioner, 118 T.C

379, 392 (2002), we hel d:

A hypot heti cal buyer may be one of a class of buyers
who is positioned to use the purchased assets nore
profitably than other entities. Accordingly, we have
held that fair market val ue takes into account speci al
uses that are realistically avail abl e because of a
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property’s adaptability to a particul ar business.
Stanley Wrrks v. Comm ssioner, supra at 400 [87 T.C.
389 (1986)]. Acknow edgi ng the existence of such

busi nesses in the universe of hypothetical buyers also
is consistent with the standard that assets are not
valued in a vacuum but, instead, are valued at their

hi ghest and best use.

Respondent woul d have us ignore the armis-length sale
bet ween petitioner and Chase and instead attenpt to estimte sone
price of each individual asset, assumng it had value or that
there was a buyer willing to pay nore than petitioner.
Petitioner’s evaluation of Rose’s assets was conducted in the
context of an actual transaction where the constraints of the
mar ket pl ace were brought to bear on petitioner’s approach to
value.? |In that regard, petitioner’s valuation was al so
cont enpor aneousl y conducted under actual business conditions, and
we accept it at face. In this situation, there is no need to
conjure up a hypothetical buyer who is ignorant of the facts or
to attenpt to place a value on goodwi || where it did not exist.
To better understand the differences in value proposed by
the parties, we consider their experts’ reports and approaches.
I n reaching our holdings on fair market value, we consider the

expert witnesses’ reports. It is within this Court’s discretion

20 Respondent’s expert concluded that $35 mllion of the
$181, 376, 869 MADSP represented goodwill. The facts reflect that
t he Rose business was a service business which did not rely on
capital, and its custoners were the heart of its value. The Rose
entity was financially troubled and did not have the intrinsic
goodwi I | of a going concern.
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to evaluate the cogency of their conclusions and opi ni ons.

Sammons v. Conmi ssioner, 838 F.2d 330, 333 (9th Gr. 1988), affg.

on this point and revg. on another ground T.C. Meno. 1986-318.
This Court eval uates opinions of experts in |light of each
expert’s denonstrated qualifications and the evidence in the

record. Estate of Davis v. Comm ssioner, 110 T.C. 530, 538

(1998) (and cases cited thereat). Accordingly, this Court may
accept or reject all or parts of an expert’s opinion. |d.

First, we consider petitioner’s expert’s (M. Knoblick’s)
approach to val uing the custoner accounts acquired from Rose. He
began by conparing Rose’ s designated categories of custoner
accounts with those petitioner used and determ ned, with one
exception, that both conpanies used simlar categories to
characterize their custoners. M. Knoblick next anal yzed Rose’s
annual (12-nonth) income for each of its categories of custoner
accounts for the period ended March 31, 1989.

M. Knoblick then determ ned the useful lives of the
acquired accounts on the basis of petitioner’s experiences with
simlar discount brokerage custoner accounts. He used
petitioner’s data because Rose’'s data was not avail able and, nore

significantly, because petitioner’s data would be a nore accurate
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measure of useful life since the Rose custoners were to be
integrated into petitioner’s business environnent. 2

M. Knoblick then focused on Rose’s annual revenues from
cash and margi n accounts, which were determned to be $6, 183, 294
and $6, 765, 276, respectively. Those anpbunts were adjusted to
account for petitioner’s revenue growh by enploying a 12-percent
i ncrease over each 4-year period. This 12-percent adjustnent was
based on petitioner’s actual financial performance. Thereafter,
pretax earnings were determ ned by applying the pretax profit
mar gi ns petitioner used in its evaluation of the Rose business
entity at the time of purchase. The use of petitioner’s pretax
profit margins accounted for capital burden, including the fixed
and overhead costs of servicing the acquired Rose accounts.
Applying a 34-percent Federal tax rate, M. Knoblick derived an
after-tax incone stream He then applied a 16-percent di scount
in order to determ ne the present value of the incone stream
M. Knoblick’s use of the 16-percent discount was based on its
use by petitioner’s acquisition teamin their pre-purchase
anal ysis of Rose. Using that nethodol ogy, the fair market val ues
of Rose’s cash and margin custoner accounts were determ ned to be

$4, 130, 000 and $6, 711, 000, respectively.

2L Petitioner followed the procedures for useful life set
forth in sec. 1.167(a)-1(b), Income Tax Regs., as nore fully
di scussed later in this Opinion in the section addressing useful
life.
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Respondent’ s expert (M. Shepard) val ued cash and margin
custonmer accounts using a different approach from M. Knoblick’s.
As previously noted, M. Shepard divided the valuation of the
cash and margi n accounts into three categories to conport with
classification that had been used by Rose, whereas M. Knoblick
used two categories to conport with petitioner’s classification.
M. Shepard val ued the cash accounts at $610,000, with a 5-year
useful life; margin accounts at $500,000, with a 4. 3-year useful
life; and cash managenent accounts at $830,000, with a 10. 3-year
useful life.

The nost significant difference between the approaches of
Messrs. Shepard and Knoblick is to be found in their perspective.
M. Knoblick val ued the Rose accounts on the basis of enpirical
information derived frompetitioner’s account experience. M.
Knobl i ck reached the conclusion that the custoner accounts were
the only assets that were of value to a buyer. M. Shepard,
however, used a nore theoretical approach by val uing Rose as a
goi ng concern under traditional nethods of val uing Rose’s
busi ness i ncome and cash-generating capacity. He used that
approach even though his report contains infornmation about Rose’s
poor performance and weak financial condition. M. Shepard, in
his valuation, focused on the volatile nature of the equities
mar ket and a |l ow point in the market during October 1987. M.

Shepard’s use of those factors resulted in an unnecessarily | ower
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value for the custonmer accounts and operating assets. Because of
t he approach required under section 338, where cost is first
all ocated to depreciable assets and then to nonanorti zabl e
(goodwi | ') intangi bles, M. Shepard's approach is inherently
unfavorable to petitioner because it results in a |arger residual
in the category of goodw ||

In spite of Rose’s unprofitability and financi al
difficulties, M. Shepard' s approach focuses on Rose as a going
concern, including an evaluation of the goodw Il connected with
t he Rose nanme and know how. W cannot accept M. Shepard’ s
approach under the circunstances reflected in the record of these
cases. The facts in these cases reflect that a willing buyer
woul d be interested in Rose’'s custoners and not be interested in
Rose as a going concern. It is also unlikely that Rose, a
servi ce business, would have had value in the formof goodw ||,
because Rose’s assets, other than the |arge nunber of custoner
accounts, were not unique or capable of generating incone, and
the universe of theoretical willing buyers was |imted to anot her
di scount brokerage with the capacity to use a | arge vol une of
active custoners. Such a “willing buyer” would be interested in
the potential for income fromthe exploitation of Rose’s discount
br okerage custoners and have little or no interest in the use of

t he Rose nane.
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The universe of theoretically potential buyers was |imted.
Al t hough Rose was the smallest of the top five di scount brokerage
firms, its business represented a 2.8-percent market share of
di scount brokerage custoners. Petitioner, on the other hand, was
the |l argest of the discount brokerages, and its nearest
conpetitor, Fidelity, had a 17.8-percent market share. Because
of the relatively |large nunber of custoners serviced by Rose, it
is unlikely that any di scount brokerage other than the top few
woul d have the operating capacity or ability to absorb and
effectively and profitably use such a | arge custoner base. It
was the potential for custoner capacity and the potential synergy
of custoner absorption that nade the | arge di scount brokerages
the willing buyers and produces the benchmark for the fair market
val ue of Rose’s custoner accounts. Respondent woul d have us
ignore this established fact and value the accounts in a manner
that woul d give value to assets that were of no inport to
potential purchasers.

Rose’s custoners represented its only incone-generating
asset. Rose’s infrastructure and name woul d be of no consequence
or interest to potential buyers, who, of necessity, had to be
| arger entities with successful operations and nane recognition.
Under these circunstances, respondent’s expert’s goi ng-concern

approach to value is incongruous and unhel pful.
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On the other hand, the approach petitioner’s expert used in
his report is nore apropos of the circunstances we consider and
was cont enporaneously used by petitioner in connection with its
eval uation and acquisition of Rose and reporting of the
transaction. In addition, M. Knoblick s nmethodol ogy was based
on brokerage industry experience. Under those circunstances, we
find M. Knoblick’s report to be nore appropriate and reliable.
We were al so influenced by the fact that M. Knoblick’s approach
and report do not appear to inflate or reach nerely to favor
petitioner’s position. Conversely, M. Shepard s approach
appears to ignore the realities we consider and inappropriately
attenpts to focus on a goi ng-concern value to establish value for
assets which petitioner (as well as any other “willing buyer”
woul d have) abandoned.

Frequently, valuation cases engender internediate results
where the opinion of each party’ s expert is brought to bear.
Thi s instance, however, is one where full faith and credit should
be given to the expertise proffered by one of the parties. W
accept M. Knoblick s report and hold for petitioner on the
guestion of value. 1In a like manner, the reliability of the
results reached by Messrs. Shepard and Knoblick is repeated with
respect to the valuing of the remaining custoner accounts and

assets.
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3. Useful Lives of Custoner Accounts

Respondent uses a two-pronged approach in his argunent that
petitioner has not shown the useful |ives of the Rose custoner
accounts. First, respondent argues that petitioner is limted to
using Rose’s historical data to determ ne the useful lives of the
acquired accounts. If the Court decides that petitioner is
entitled to use its own historical data, respondent argues that
petitioner has msapplied its data to Rose’s accounts.

It is not surprising that the use of petitioner’s historical
account life data resulted in the parties’ experts reaching
generally simlar useful lives for the Rose custonmer accounts in
simlar categories. So, for exanple, with respect to cash and
mar gi n accounts, respondent’s expert concluded that the useful
lives were 5 and 4.3 years, respectively, whereas petitioner’s
expert concluded that the useful lives for the sanme categories
were 4 and 6 years, respectively. Likewse, with respect to the
vendor and marketing agreenents, the parties’ experts both
concl uded that the useful lives were 5 and 3 years, respectively.

The simlarities result fromthe fact that both parties’
experts used petitioner’s account |ife experience in their
anal ysi s because there was a paucity of information avail able
from Rose regarding the acquired accounts. The major difference
bet ween the experts’ approaches as to useful life is attributable

to their categorization of the accounts. Although both experts
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used petitioner’s useful |ives experience, they used different
categories wthin which to analyze the useful lives of the
accounts. Respondent’s expert sought to replicate Rose’s
categories for its accounts, whereas petitioner’s expert used
petitioner’s categorization.

That difference resulted in respondent’s expert’s carving
out one nore category than petitioner’s expert had. Respondent’s
expert used a 10.3-year life in a category that did not exist in
petitioner’s business practice or nonenclature. In addition to
those differing approaches, the parties disagree about the
interpretation and application of a regulation providing for
approaches to be used in determ ning the useful lives of acquired
assets.

In particular, section 1.167(a)-1(b), Inconme Tax Regs.,
requi res the use of a taxpayer’s experience with respect to the
useful lives of simlar property in order to determ ne the useful

life of an acquired asset.? |n these cases, petitioner and

22 Sec. 1.167(a)-1(b), Incone Tax Regs., in pertinent part,
provi des the follow ng standards and approach for determ ning the
useful life of “simlar” assets:

For the purpose of section 167 the estimated useful

life of an asset is not necessarily the useful life

inherent in the asset but is the period over which the

asset may reasonably be expected to be useful to the

taxpayer in his trade or business or in the production

of his income. This period shall be determ ned by

reference to his experience wwth simlar property
(continued. . .)
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respondent both used petitioner’s useful life experience to
determ ne the useful life of the custoner accounts acquired from
Rose.?® The parties di sagree about the degree of sinmlarity
necessary before a taxpayer can use its own experience to
determ ne the useful life of an acquired asset.

Respondent contends that petitioner is not entitled to use
its own experience because it has not shown that the acquired
Rose accounts are simlar to petitioner’s accounts. To that end,
respondent argues that historical information was not avail able
on the Rose accounts and that the information that was avail able
reflected that Rose’s active accounts had declined and were ol der
than petitioner’s and that there were categorical differences
bet ween t hem 24

Petitioner contends that M. Dodds’ s testinony regardi ng the

simlarity of petitioner’s and Rose’s accounts was sufficient to

22(. .. continued)

taking into account present conditions and probable
future devel opnents. * * * |f the taxpayer’ s experience
i s inadequate, the general experience in the industry
may be used until such tine as the taxpayer’s own
experience forns an adequate basis for making the
determ nation. * * *

28 Respondent argues that Rose’s experience should have been
used, but that respondent’s expert was forced to use petitioner’s
data because insufficient Rose data was avail abl e.

24 Respondent’s argunent that the Rose custoners varied
substantially frompetitioner’s custoners is, to a great extent,
par adoxi cal . Respondent acknow edges that there is insufficient
Rose data. Notw thstanding that acknow edgnent, respondent saw
fit to argue that the Rose accounts are dissimlar from
petitioner’s accounts.
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nmeet the spirit and letter of the subject regulation. M.
Dodds’ s uncontradi cted testinony reflected that there were sonme
differences in the categorization of accounts® and in the
i ndi vi dual trading volunme or activity of custoners, but that the
clientele of both firns was substantially simlar. Both were
di scount brokerages, and they conpeted in the sanme market for
their clientele.

Petitioner also notes that respondent’s expert’s report,
using petitioner’s preacquisition revenue experience, resulted in
predi ctions of the postacquisition revenue stream from Rose
accounts with better than 80-percent accuracy in early years and
98- percent accuracy for the third and fourth years after
acquisition. Further, petitioner highlights the fact that it was
the |l eader in the discount broker industry with a 42.4-percent
mar ket share. That fact nade petitioner’s experience, within the
meani ng of the regulation, sufficiently “adequate” to determ ne
the useful lives that the Rose accounts were likely to have in
the context of petitioner’s business.

Utimtely, the disagreenent between the parties boils down

to the degree of simlarity needed to i nvoke the use of one’s own

25 gpecifically, Rose had nore institutional custoners.
Respondent al so argues that petitioner’s expert (M. Knoblick)
used shorter lives in his analysis than were estimted by M.
Dodds in connection with the preacquisition analysis of Rose. W
pay little heed to respondent’s point because M. Knoblick’s
anal ysis was based on an actuarial approach, conprising a
conplete historical analysis of all of petitioner’s accounts.
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experience regarding useful life. Respondent contends that a
hi gh degree of simlarity is required, whereas petitioner’s
approach inplies that a reasonable anmount of simlarity is
sufficient. The regulation nerely uses the term®“simlar
property” w thout describing any particular degree of simlarity.

As a practical matter, petitioner’s experience wth discount
br okerage custoner accounts is vast. The record we consi der,
i ncluding M. Dodds’s testinony, does not differentiate, in any
meani ngf ul way, anong the accounts or custoners of the various
brokers within the universe of discount brokerages. On that
basis al one, we believe that it would be prudent to hold that the
Rose accounts were sufficiently simlar to permt petitioner to
i nvoke the use of its useful life experience under section
1.167(a)-1(b), Incone Tax Regs. %"

Petitioner also references a case where this Court held that
conparabl e assets were sufficient to neet the “simlar”

requirenent. In Colo. Natl. Bankshares, Inc. v. Conm SSioner,

T.C. Meno. 1990-495, affd. 984 F.2d 383 (10th Cir. 1993), the
Court recogni zed that NOW bank accounts were relatively new wth

little data available on their useful life. Recognizing that

26 petitioner also notes that the regul ation provides that
in situations where a taxpayer’s experience is not adequate,
i ndustry experience is to be used. |In that regard, petitioner
states that no such industry study exists but rationalizes that
petitioner’s experience would dom nate any industry study because
of its 42.4-percent market share.



- 53 -
fact, this Court held that checking and savi ngs accounts were
simlar to NOWaccounts for purposes of section 1.167(a)-1(b),
I ncone Tax Regs. W have little difficulty using the sane
reasoni ng here; i.e., discount brokerage custonmers are
generically simlar enough for purposes of the regulation to
all ow petitioner to use its own data to determ ne the usefu
lives of the acquired custoner accounts.

Respondent also relies on the Colo. Natl. Bankshares case

with respect to the nethod used to analyze the useful life of
acqui red bank deposits. Respondent points out that the Court
relied on the historical data on deposits where it was avail abl e.
Were the data was m ssing, however, the life of the acquired
deposits was estimated on the basis of the historical data of

ot her banks. The object |esson of that rationale, however, is
that historical data of the acquired asset is not essential to
determining simlarity. |Indeed, the regulation itself permts

i ndustry experience as a substitute.

Respondent al so argues that Colo. Natl. Bankshares shows

that deposits at different banks “behaved” differently and, on
the basis of that fact, respondent contends we shoul d expect that
Rose’ s di scount brokerage accounts woul d not necessarily be

simlar to those of petitioner. W cannot rely on such anal ogi es
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W t hout sonme factual predicate in this record. The record we
consider, especially M. Dodds’s testinony, supports a contrary
factual finding.

Central to the structure and approach of section 1.167(a)-
1(b), Income Tax Regs., is the use of the acquiring taxpayer’s
experience to determ ne useful |ife because the acquired asset
will probably performlike simlar property in the context of the
acquirer’s business. Setting the simlarity standard at an
extrenely high level, as contended for by respondent, could
underm ne the intended purpose of the regulation. There is
l[ittle question that petitioner’s custonmer accounts were

sufficiently simlar to the acquired accounts to permt

petitioner to use section 1.167(a)-1(b), Inconme Tax Regs., in
determ ning the useful |lives of the acquired accounts. W
sustain the useful lives petitioner derived.

Considering the parties’ experts’ approaches, we concl ude

and hold that petitioner has shown sufficient simlarity to use

its own useful life data and categorization to determ ne the
useful lives of the acquired Rose accounts. In addition, we hold
that petitioner’s approach in deriving the useful lives of the

acqui red Rose accounts is reasonable and appropriately reflects
the useful lives for purposes of anortization.
Reiterating, for the acquired cash and margin accounts, M.

Knobl i ck perforned an actuarial study of petitioner’s conparable
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account activity. He developed a survival curve reflecting the
rate of retirenment and the age of the assets. The starting and
endi ng dates for all accounts in existence from 1975 to 1989 were
reviewed. On the basis of that analysis he determ ned that cash
and margin custoner accounts had useful lives of 4 and 6 years,
respectively.

M. Knoblick used that sanme net hodol ogy to determ ne the
useful life of the pension custonmer accounts to be 14.66 years
(rounded to 15). For the sanme reasons as stated for cash and
mar gi n accounts, we accept petitioner’s use of 15 years for the
pensi on customer accounts. W also note that we |ikew se accept
and hold that the fair market value of the pension accounts was
$2, 110, 000.

The val ue of Rose’s institutional custoner accounts, which
represented a small portion of Rose’'s custoner accounts in actual
nunbers and revenue, was all ocated between the intangi ble assets
denom nat ed “Chase Vendor Agreenents” and “Chase Priority
Mar keti ng Access Agreenent”. The vendor and marketing agreenents
were val ued, as intangibles, at $592,000 and $690, 000,
respectively, and were assigned tax bases of $575, 000 and
$671, 000, respectively. W also find for petitioner on those

val uati ons and useful Ilives.?

27 \WW¢ note that our findings and holdings in these cases
result in atotal fair market value for the acquired Rose
(continued. . .)
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In sunmary, we sustain the values and useful lives
petitioner advocates. ?®

To account for concessions of the parties and to reflect the
f or egoi ng,

Decisions will be entered

under Rul e 155.

21(...continued)
customer accounts of $12, 951, 000, which was adjusted to
$12,587, 000 for purposes of allocating petitioner’s acquisition
cost to the tax bases of the assets under petitioner’s sec. 338
el ection.

28 Because we have sustained petitioner’s position with
respect to the values and useful lives of the acquired intangible
assets, it is unnecessary to consider petitioner’s argunent that
it is entitled to an abandonnent | oss with respect to the assets
it disregarded in connection with the acquisition of Rose.



